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What To Do With Your 'Covid Dividend'

The story of COVID-19 in this country is like the tale
of two countries. There is little doubt that the virus
has laid bare the inequities in our society. For
millions, the virus has resulted in sickness and loss
of jobs, and for hundreds of thousands even death.
But it is also true that for millions of others who
have been fortunate enough to keep their
employment and stay safe, there has been a very
significant upsurge in savings. And, if you are an
expat, given the relative strength of the dollar this
year, this effect may be amplified. It is undetermined
if this pandemic will cause a paradigm shift on how
we spend and save, but for the moment, many have
a lot of extra cash in the bank.

The question then is what do we do with this
unexpected excess, which I call the COVID
Dividend?

Raoul Rodríguez, CFP®, EA
Wealth Manager
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Pay Down Debt
As announced by the Federal Reserve, and reported
on National Public Radio in February last year, U.S.
credit card debt hit an all-time high of $1 trillion
dollars. In addition to credit card debt, we also need
to consider other personal debt, including student
debt, which comes in at close to $1.5 trillion dollars!

I have had some people ask me if it would be better
to use the extra funds to fund their Roth IRA or
contribute to their 401(k) plan at work instead of
making additional payments on the credit cards.
We need to acknowledge that credit card debt has
extremely high interest rates and fully realize that it
is unlikely that over time our investments will pay
average rates of return that are higher than those
charged by the credit cards. Under normal
circumstances, prioritizing savings when you have a
lot of debt is like taking one step forward and then
two steps back. Let us look at a simple example.

Assume you have $5,000 in credit card debt with an
interest rate of 16%. Let us also assume that you
make a generous 10% on your $5,000 investment
portfolio. Finally, let us also assume that you have
$1,000 dollars extra and you want to know whether
it is best to add to your account or pay down the
credit card balance. As you can see below, adding
the extra funds to savings may make you feel like
you are richer, probably because your investment
account went up and you earned a very respectable
10%! But that is an unfortunate illusion. On a net
worth basis, you are actually poorer by year end for
not paying down the debt.

As you can see your net worth went up an
impressive 7.5% by choosing to pay down the debt
instead of investing the excess.

Credit card debt can be a serious threat to your
financial health. If at all possible do not carry any
credit card balance at all by paying the cards off
each month. If you have a credit card balance, and
have cash to pay them down, pay off the highest
interest rate debt first.

There is an exception to the recommendation to pay
down debt before adding to an investment account
and it is this: if you would miss the opportunity to
get a match on an employer retirement plan. A
dollar for dollar match is the equivalent of a 100%
return and that, my friend, is hard to beat. Once you
have been fully matched, then go back and start
paying down those credit cards.

After credit cards, I suggest student debt be
prioritized. It is not so much that their interest rates
are high. This debt is particularly risky from the
standpoint that it is also particularly sticky. At least
with most personal debt a declaration of bankruptcy
can wipe the slate clean and give you a clean start.
But with student debt, you cannot get rid of it in
bankruptcy. Further, your wages can be garnished,
Social Security payments diminished, your
professional license denied and, in a few states, even
be denied a driver’s license. Life will throw you a
curve ball at some point (one of the few statements I
can guarantee in my line of work) and if you are
bonked on the head and have difficulty getting back
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on your feet, you don’t want to have student debt
hanging over you. Your very ability to work in your
chosen profession can be put in jeopardy. To me that
is too high a risk and thus I suggest that you
prioritize this debt as well.

Emergency Fund
The Federal Reserve’s 2019 Report on the Economic
Wellbeing of U.S. Households shows a slight
improvement over the 2018 report as to the ability
of a family to pay an unexpected expense of only
$400. While we have seen significant improvement
since 2013 when 50% of U.S. families would find an
expense of this level difficult, the present
percentage of 37% is still quite high…. And think
about it, it’s only $400! I am confident that both you
and I know, by personal experience, that almost any
sickness, car repair, child in need of financial help,
you name it, is going to cost more than $400.
Imagine if the amount were higher, what
percentage of U.S. households would be OK? In
fact, Bankrate did a survey in this regard and found
that the average unexpected expense was closer to
$3,500. Now that feels more real.

You will find that most financial planners will
recommend that you keep between three and six
months of your monthly expenses in cash as a
“contingency or emergency fund." The purpose of
this money is to provide you and your family with
the ability to absorb an unexpected expense. And if
you are working, these funds can help cushion a
period of unemployment. The last thing you want to
face is the loss of a job and then a need to sell assets
in a fire sale or falling market or pile on a bunch of
debt. That would be most inconvenient.

Discussing this matter with one of my colleagues, he
pointed out that another strategy may be to establish
a “mini-emergency fund” as a priority, even before
paying down debt. The reasoning is this: if you do
not have any cash set aside for emergencies, in the
case of an unforeseen need for liquidity, you will go
back to relying on credit cards. If that is a real
possibility you may want to consider funding a
mini-emergency fund first. How much will depend
on your circumstances.
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Finally, and maybe even more important, there has
been some research that has shown that liquid
assets, such as cash, correlate well to happiness and
a sense of wellbeing. Could it be that you can buy
happiness after all?

Add to Investments
U.S. society has for many years had very low
savings rates. For years our rates have hovered in
the 7% to 8% range. During the pandemic our
savings rate has increase significantly to the point
that in April of last year it was close to 33%! Wow!
But as the pandemic has progressed, we have been
coming off that high mark. Hopefully, we will in fact
see a paradigm shift in our habits and save more as
a society going forward.

So, what if you have extra cash, where should you
save it? Not all investment accounts are made to
provide the same advantages, so there is an order
you should consider. This is also a good place to
point out that, as with all these recommendations,
your unique situation needs to be looked at by a
professional.

As mentioned above, don’t leave money on the table
by missing out on an employer match. If you are
attracted to the idea of a 100% return on investment,
this is your chance. Layup!!

Next, if you have one, fund your Health Savings
Account (HSA). These deposits result in 1) a tax
deduction, 2) tax free growth and 3) tax-free access if
used for qualified expenses. This is a “three-fer”
from a tax perspective. More points in our favor.

Once you have bagged the match, and contributed
to the HSA if available, you need to decide which of
the other tax deferral accounts you should
contribute to. Many people would benefit by
funding a Roth IRA first. That would take care of
another $6,000 per person ($7,000 if over 50) per
year. The tax advantages of Roth IRAs are
significant. While they do not allow for a current tax
deduction, they do grow tax free, funds can be
accessed also tax free and the account is not subject
to required minimums distributions (RMDs). Also
unknown to many is that funds in the Roth can
actually be used penalty-free under certain
circumstances to fund life events other than
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retirement: help save for a down payment for first
time home buyers, help with medical expenses, help
pay for medical insurance premiums, among others.
Flexibility is valuable in and of itself.

Once you have fully contributed to a Roth IRA, go
back and increase your 401(k) contributions up to
$19,500 (plus an additional $6,500 if over 50) allowed
for 2020. Each dollar contributed will lower your
income tax burden since these contributions lower
taxable income.

If you are in a very high tax bracket you might
benefit more by reversing the order of 401(k)-Roth-
401(k) to a full contribution to a 401(k) first and then
do a so-called backdoor Roth. For high earners there
are also other 401(k) strategies and retirement plans
that may allow for greater contributions to tax
deferred accounts.

Also, in this category we can find contributions to
tax advantaged college savings plans set up by
states, commonly referred to as 529 plans. Here one
can contribute large sums, up to $75,000 per donor
($150,000 with gift splitting). While there is no
federal tax deduction, some states will permit a state
tax deduction, funds will grow tax free, and can also
be used tax free for qualified purposes.

Last but not least is the traditional brokerage
account. These accounts can be effective tax deferral
machines as well since gains are only taxed when
realized and then taxed at favorable rates. In essence
you can invest into these accounts and not pay any
income tax on the growth in the accounts, maybe
ever, if you never sell. And when you pass away
and leave these investments to heirs, they will
receive them with a step-up in basis, further
reducing any tax impact. Compare that tax
treatment to a 401(k), Traditional IRA or similar
account where you are required to take funds out at
some point and then pay tax at your highest
marginal rate. In fact, one of the biggest mistakes I

see people make is to emphasize 401(k)s and similar
accounts, but not diversify into other investment
vehicles, limiting tax planning opportunities and
flexibility in retirement.

Give to Charity
If you are charitably inclined, you may want to
discuss with your tax advisor about the possibility
of taking an itemized deduction if you make a
greater charitable contribution than normal. This
strategy may come into play if you are on the cusp
of itemizing, but simply do not have enough
deductible expenses. For 2020 you can contribute up
to $300 if single or $300 if married filing jointly and
take a deduction. However, if like many of us you
give more to charitable organizations, those
additional transfers above the limits just mentioned
result in no tax benefit unless you itemize.

To summarize, some of us have been fortunate
enough during this pandemic to be able to continue
to work. At the same time, we are spending quite a
bit less and saving more, resulting in excess funds
that I have been referring to as the COVID
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Dividend. I have reviewed a few strategies that can
be employed to better your financial standing,
namely, to pay down debt, invest more strategically
and look to tax planning for opportunities for
increased tax deductions. But truth be told, these
strategies should be considered in good and bad
times. Like always, what works for planning in the
U.S. may not be appropriate abroad, so consult with
your advisors to make sure your unique situation is
appropriately addressed.

Maybe something good can come from this
pandemic after all.

Raoul Rodríguez, CFP®, EA is a Wealth Manager and
Director of Pinnacle Advisory Group International
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Despite 2020 ranking as one of the worst years on record in
many respects, stocks managed to close on a high note, with
the S&P 500 gaining 11.7% in the fourth quarter. After
collapsing into the fastest bear market in history in February
and March, as the Covid-19 pandemic initially unfolded, the
S&P 500 finished the year with a gain of 16.3%, while the
Tech-heavy NASDAQ Index soared by 43.6%—simply a
stunning, and in some ways unfathomable, result, given
everything that transpired in the past 10 months. Making the
quarter’s performance all the more impressive was that it
occurred despite the fact that the stock market experienced a
drawdown of -7.5% in October, and with the dreaded third
wave of Covid-19 seemingly spiraling out of control, as
temperatures turned colder and the holidays approached.

Elsewhere, International stocks began to show signs of
outperforming, with the EAFE Index of developed countries
gaining 15.7% and Emerging Markets jumping by 18.4%.
Broad commodities continued to rally with a gain of 10.9%,
although gold trailed with a return of less than 1%. Interest
rates remained at very low levels, although they did increase
from 0.70% on the 10-year Treasury bond at the outset of the
quarter to 0.93% by year end.

Carl Noble, CFA®

Chief Investment Officer

Sean Dillon, CMT, CFTe®

Chief Investment Strategist

Sauro Locatelli, CFA®,
FRM™, SCR™

Quantitative Analyst

Dan Mento, CFA®

Fixed Income Analyst

MARKET OUTLOOK
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Election Results
The 2020 election ended up being as contentious as
advertised—there was a delay in learning the result
due to a record turnout, partially driven by increased
use of mail-in ballots because of the pandemic. There
were recounts of narrow margins in some of the
battleground states, and there were more than 60
legal challenges, questioning various aspects of the
process and vote totals in most of those states as well.
In the end, Vice President Biden was certified as the
winner and sworn in on January 20th.

From a policy standpoint, perhaps more important
was finding out subsequent to the end of the year
that Democratic candidates managed to win both
Senate runoff races in Georgia, creating a 50-50 tie
that gives them control, through a tiebreaking vote
from the incoming vice president. Prior to the
November election, the possibility of a “blue wave”
led to concerns from some market participants that a
unified Democratic government could lead to
significantly higher tax rates, which contributed to a
volatile two-month stretch as the election drew
nearer. After reaching a record high on September
2nd, the S&P 500 fell by 10% during September, and
then again by 7.5% during October after recouping
most of the first decline. Heading into election day,
the S&P was still down by 6% from the record high
achieved two months earlier. Interestingly, despite
the results of the runoffs clearly being a surprise in a
traditionally red state, the market reaction since then
has been much different, with the S&P 500 currently
higher than it was prior to January 5th.

The reason the market has remained calm despite
concerns regarding the possibility of significant
changes to fiscal policy is likely due to the political
calculus of a razor-thin margin in the Senate, and a
narrower margin in the House than previously
existed. These thin margins mean that it will be
difficult to pass major legislation. There are avenues
for the incoming Biden administration to pass tax and
spending increases in the Senate without 60 votes,
but only through a complicated process known as
reconciliation that can be challenging to navigate.

Even with a unified government, some of the major
proposals discussed on the campaign trail may
ultimately be watered down or scrapped altogether.

It is also worth mentioning that specific to the
possibility for some tax rates to increase, the historical
data is counterintuitive, in a positive way. Fidelity
Investments conducted a study* showing that since
1950, there have been 13 years with significant tax
increases on either personal, corporate, or capital
gains rates. In those years, the average annual return
on the S&P 500 ranged from 11-14% depending on
the type of tax increase, compared to 9% for the full
70-year period. In other words, from a market
standpoint, previous tax hikes have not been the
headwind that they are automatically assumed to be.
This is because tax increases tend to occur in response
to an economy that has been performing well, and
are often accompanied by an increase in fiscal
spending. Whether this is a matter of good economic
policy or not is an ongoing debate. The point is that
the data suggests that investors should not be overly
worried about the possibility of taxes going up,
causing a significant market decline without taking
other variables into account, particularly if they are
phased in over a period of time.

Vaccines Arrive
While investors were still trying to digest the election
that was called over the prior weekend, Monday
November 9th unexpectedly became a momentous
occasion since it brought the news that Pfizer and
BioNTech’s jointly produced vaccine candidate
showed a 95% rate of effectiveness in preventing
Covid-19 infections in Phase 3 trials, which was well
above expectations. Stocks rallied on the news, with
the S&P 500 Index gaining a little more than 1%.

* Fidelity Investments Quarterly Sector Update 2020, Denise
Chisolm, Sector Strategist, Fidelity Management & Research, Equity
Division, Dec. 2020 Real investment spending was positive in 71%
of years since 1962. Investment spending was positive in 71% of
the years when personal taxes increased, 80% of the years when
corporate taxes increased, 80% of the years when capital gains
taxes increased, and 77% of the years when any of these taxes
increased since 1962. Source: Haver Analytics, FactSet, Fidelity
Investments, as of 12/31/19.
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While that may not seem particularly noteworthy,
beneath the surface it was a totally different story,
with the news sparking a massive rotation that
resulted in previously out of favor Value stocks
experiencing a record 1-day outperformance relative
to market-leading Growth stocks. According to Ned
Davis Research, the Russell 1000 Value Index (which
consists of heavy representation from companies in
the Financials and Industrials sectors) outperformed
the Russell 1000 Growth Index (which is led by well-
known Technology stocks) by nearly 6% that day.
Although it was only one day, market participants
interpreted this as a potential sea change after
Growth’s dominance in recent years, which only
accelerated over the course of last year as the
pandemic caused social and business activity to move
increasingly online and boosted Technology
companies’ stock prices even further.

The very positive and welcome news of November
9th was followed by two more “vaccine Mondays”
over the next two weeks. On November 16th,
Moderna announced similarly encouraging results
from the Phase 3 trial of their own vaccine candidate,
which like Pfizer’s is based on a newer approach
using messenger RNA (mRNA). Then on November

23rd, AstraZeneca announced positive Phase 3 results
for their vaccine, too. Since then, emergency use
authorizations have been granted to both Pfizer and
Moderna, with the first vaccines given here in the
U.S. on December 14th. The speed with which this
process has unfolded over the past 10 months truly
seems to be a miracle of modern medicine.

There remain concerns about logistical challenges
related to transporting, storing, and distributing the
vaccines, along with a degree of public skepticism
that might prevent some people from wanting to take
it. So far, the pace of vaccine distribution has been
slower than anticipated due to some of those factors.
However, there are reasons to believe that this
process will gradually improve going forward, and
allow for a faster pace of inoculations as the year
progresses.

Returning to Normal
It is hard to overstate the significance that a
successful vaccine rollout holds, most importantly
from a public health standpoint but also in regards to
the economic and market outlook. Certainly, there is
a strong desire from most everyone to resume normal
activities such as traveling, dining out with friends
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and family, and shopping in stores again.
Unfortunately, because the country is suffering
through a vicious third wave of the virus with
infections, hospitalizations, and deaths spiking to
record levels, the most service-related parts of the
economy continue to be held back. However, as
discussed last quarter, there are signs that other areas
including manufacturing, housing, and consumer
spending have embarked on a V-shaped rebound
that is typical following recessions. If the economic
recovery becomes more synchronized as a result of
increase vaccine distribution, it has the potential to
unleash a tremendous amount of pent-up demand
that could translate to well-above trend GDP growth
this year. In fact, there are a growing number of
major Wall Street firms and other forecasters who
estimate that growth could exceed 6% this year as a
gradual reopening occurs. If so, that would be the
fastest rate of growth since the early 1980s.

One of the areas where this is reflected is in the level
of personal savings, which spiked by a record amount
in the initial phases of the pandemic as the economy
began to shut down and consumers dramatically
retrenched. While savings have come down over the
past several months as the economy improved, it is
still more than $1 trillion higher than it was prior to
the pandemic. In an environment of 0% interest rates
on savings, this represents a tremendous source of
potential demand as consumers regain confidence. In
addition, there is still a record amount of stimulus
and liquidity that has been provided by fiscal and
monetary authorities, with perhaps still more on the
way. For example, according to calculations by
Cornerstone Macro, so far here in the U.S. there has
been a combined $10.4 trillion of combined fiscal and
monetary stimulus that has been announced in just
the past 11 months since the pandemic began, which
represents 48.5% of annual GDP. These are staggering
numbers, which only grow even more
incomprehensible when considering that the same
approach has been replicated to varying degrees on a
global scale in most major economies. A rebounding
economy supported by record stimulus should help
quicken the pace of normalization.

Positioning & Outlook
For the reasons described above, we are optimistic
about the prospects for the economy and financial
markets this year. Of course, there are always
potential risks that must be taken into account. To
begin with, after such a strong move since the depths
in March, stocks have moved towards the higher end
of historical valuation ranges. The outsized move in
some parts of the market has also renewed fears of
possible bubbles beginning to form. However, if the
economy does pick up as expected, then there are
reasons to believe that corporate earnings will
rebound strongly which would help support current
price to earnings multiples.

Another risk is that intermediate and longer-term
interest rates appear poised to move higher in
response to stronger growth, even though the Federal
Reserve is likely to keep short-term rates at zero for
the foreseeable future. If those rates were to rise
sharply, that could create problems for a stock
market that has seemingly been lulled into assuming
that low rates are here to stay for the next several
years, particularly if it were to nudge the Federal
Reserve towards removing the punch bowl earlier
than investors currently anticipate.

Lastly, some prognosticators are beginning to argue
that anticipating stronger growth and favoring
cyclical sectors of the market has become
“consensus,” which is viewed as a dirty word on
Wall Street since financial markets often behave
differently than the most widely held expectations. In
our view, some of the areas that investors are
beginning to concentrate on have been out of favor
for so long that there is still plenty of runway left for
potential gains, despite the increased attention.

Based on our current assessment of the weight of the
evidence, Pinnacle Dynamic Prime portfolios enter
2021 positioned modestly above benchmark levels of
risk. Several changes have occurred over the past few
months to increase exposure to some of the areas that
had been out of favor but have recently begun to play
catch up in anticipation of a reopening this year. As a
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result, U.S. equity positioning is overweight cyclical
sectors and underweight defensive sectors, with a
continued focus on sectors like Financials, Industrials,
and Materials that stand to benefit from the prospect
of stronger economic growth. We also added a new
position in Small Cap stocks in the fourth quarter for
similar reasons. Exposure to International equities
has been lifted including adding Emerging Markets,
which tend to perform well when the global economy
is picking up. The U.S. dollar has weakened
considerably relative to other currencies which is an
important catalyst that boosts the attractiveness of
foreign stocks. In fixed income, we have begun to
position for a mildly higher interest rate environment
by diversifying away from Treasury bonds that are
the most interest rate sensitive and thus likely to
experience losses if interest rates rise, and increasing
exposure to more credit-sensitive holdings that are
more insulated from that.

In the near-term, the economy may face setbacks as
COVID-19 statistics seemingly spiral out of control,
leaving states to resort to implementing various
restrictions again. But, as we head into spring with
temperatures warming and the vaccine rollout
accelerating, markets are likely to continue to look
across the COVID valley and towards the gradual
return to a sense of normalcy as the year progresses.
We believe that Pinnacle portfolios are well
positioned for that eventuality, and more
adjustments may be made in that direction as the
year unfolds.
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Pinnacle Advisory Group, Inc. (“Pinnacle”) is a
registered investment advisor. Advisory services are
only offered to clients or prospective clients where
Pinnacle and its representatives are properly licensed
or exempt from licensure.

The information provided is for educational and
informational purposes only and does not constitute
investment advice and it should not be relied on as
such. It should not be considered a solicitation to buy
or an offer to sell a security. It does not take into
account any investor's particular investment
objectives, strategies, tax status or investment
horizon. You should consult your attorney or tax
advisor.

The views expressed in this commentary are subject
to change based on market and other conditions.
These documents may contain certain statements that
may be deemed forward�looking statements. Please
note that any such statements are not guarantees of
any future performance and actual results or
developments may differ materially from those
projected. Any projections, market outlooks, or
estimates are based upon certain assumptions and
should not be construed as indicative of actual events
that will occur.

Past performance shown is not indicative of future
results, which could differ substantially. Index
returns are unmanaged and do not reflect the
deduction of any fees or expenses. Index returns
reflect all items of income, gain and loss and the
reinvestment of dividends and other income. You
cannot invest directly in an Index.

Risk associated with equity investing include stock
values which may fluctuate in response to the
activities of individual companies and general market
and economic conditions.

Investing in foreign domiciled securities may involve
risk of capital loss from unfavorable fluctuation in
currency values, withholding taxes, from differences
in generally accepted accounting principles or from
economic or political instability in other nations.

Although bonds generally present less short-term
risk and volatility risk than stocks, bonds contain
interest rate risks; the risk of issuer default; issuer
credit risk; liquidity risk; and inflation risk.

Disclosures
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